The end of the long civil war in Sri Lanka in 2009 generated widespread expectations of a peace dividend that would enable the country to embark on a period of sustained economic growth. Recent developments have dampened that optimism, however, rekindling fears that Sri Lanka's tale of missed opportunities may continue. After showing remarkable resilience during decades of war and conflict, the Sri Lankan economy has failed to capitalize on the window of opportunity presented by the end of the military conflict. In the aftermath of military victory, there has been a sharp reversal of trade liberalization and a marked shift back towards nationalist-populist state-centered economic policies, reflecting the pressures of resurgent nationalism, an unprecedented concentration of political power in a small ruling group, and the influence of some powerful vested interests. Unfortunately, a return to the failed past policies of inward-oriented development strategies offers no viable solutions for the problems confronting small, capital-and resource-poor countries in today's globalized world. Sri Lanka must change both its political practices and economic policies drastically and urgently to cope with the huge development challenges facing it in an environment of global economic turbulence.
Introduction
Sri Lanka had been trapped for a quarter of a century in a long, bloody, and seemingly intractable separatist war until 2009 when the government crushed the separatist forces and achieved a decisive military victory. This victory was widely welcomed by the majority of the Sri Lankan population and the international community despite unease about the conduct of the military during the conºict. The end of the war generated a surge of optimism about the economic prospects for Sri Lanka, with widespread expectations of a peace dividend that would enable Sri Lanka to embark on a period of sustained economic growth.
The immediate post-conºict developments appeared to validate that optimism. The government was well entrenched with a commanding majority within the legislature and strong popular support (at least among the majority community). It faced a deeply divided and politically weakened opposition. Initially the international community was reluctant to subject the Sri Lankan government to any serious political pressure over its handling of the war and reported atrocities, and aid and assistance ºowed in from traditional Western donors and international agencies as well as from China and India. The tourist industry, which had been heavily affected by the war, recovered strongly. Internal political stability and the international acceptance of its legitimacy enabled the Sri Lankan government to raise additional funds through commercial borrowings and undertake large public expenditure programs. It appeared as if the window of opportunity presented by the end of conºict had been grasped by the government to steer the country toward political reconciliation and economic growth.
With renewed investor conªdence in the country, Sri Lanka experienced a substantial economic recovery. GDP growth in 2010 reached 8 percent, up from 3.5 percent in 2009, inºation came down from 22.6 percent in 2008 to 6 percent in 2010, unemployment fell from 5.7 percent in 2009 to 4.9 percent in 2010, the ªscal deªcit narrowed, foreign reserves went up, and the Colombo stock market, having nearly doubled in value in 2010, was the second best performer among global markets for two years running. However, as the large and rapidly growing literature on postconºict recovery has shown, although a resurgence of growth in the immediate aftermath of an end to a violent conºict is often observed, there is no guarantee that such a recovery will be maintained over the medium to long term. 1 In Sri Lanka's case, it did not take long for the early optimism to fade. By 2011 developments in economic policy as well as in the political arena started to raise concerns about the sustainability of the recovery. In early 2012, in the context of slowing economic growth, a sharp deterioration of the current account and rapidly declining foreign reserves, the authorities were compelled to undertake a substantial devaluation of the currency and unpopular measures to curb public expenditures, and to increase their reliance on short-term commercial borrowings in international capital markets.
In this paper we examine the Sri Lankan experience, recognizing that a range of factors including the speciªc historical background and the nature of social and political institutions interact in complex ways to determine the post-conºict economic performance and political evolution. In particular, we consider how the nature of the political coalition that enabled the military victory has, in turn, had a major inºuence on the post-conºict economic policies in ways that may undermine the country's long-term growth prospects.
The paper is structured as follows. In Section 2, we provide a brief historical background to the conºict and its economic consequences, as well as the political economy context that shapes policy making in the post-conºict period. Section 3 discusses recent macroeconomic developments with particular attention on the role of public sector investment, ªscal deªcit and external ªnancing issues, and their impact on investment and export performance. In Section 4 we discuss the relationships between these issues and the political economy, and assess the likely evolution of policy and medium-term prospects for the economy.
Background to the ethnic conºict and separatist war
The Sri Lankan separatist war that plunged the country into 25 years of violence and destructive conºict has complex historical, political, and economic roots. It is necessary to have some understanding of this background to understand the nature of current developments and to assess the likely future trajectory of Sri Lanka's political and economic evolution.
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Sri Lanka is a small, multi-ethnic and multi-religious island nation located at the southern tip of India, with per capita income (in 2009) of US$ 1,990 (or in purchasing power parity [PPP] terms, $4,720). 3 Despite its low income level, from the 1950s Sri Lanka enjoyed a reputation for having social or other human welfare indicators such as literacy and life expectancy comparable to economies with much higher incomes. In 2008, life expectancy was 70 for men and 78 for women, and adult literacy was over 90 percent. It remains the most afºuent country in South Asia in terms of both income and broader welfare indicators, with a human development index value of 0.658, ranked 91 overall but well above its South Asian neighbors, so that it has often been described as the "best in South Asia" (Wriggins 1960 ). This masks the steady deterioration of its relative position in Asia over time, however.
Sri Lanka ranked as one of the most prosperous and developed Asian countries in the immediate post-independence years and well into the 1950s, with per capita income (and other development indicators) placing it not only well above its South Asian neighbors but also ahead of countries such as (South) Korea and Thailand (Table 1) . It had a vibrant democracy, an open economy with strong commodity exports (tea, rubber, and coconut products), a high level of education, an absence of extreme poverty and inequality, good physical infrastructure and governance structures, and was "an oasis of stability, peace and order" (de Silva 1982) in a region of violent turmoil and conºict. Sri Lanka also had strong publicly funded social welfare programs that had been initiated during colonial rule and then extended during the late 1940s and early 1950s by the post-colonial governments. These provided literacy, basic health care, and key staple foods to the population, enabling the country to maintain and build on the already relatively healthy social indicators it inherited from the colonial era.
But the early promise of strong economic growth was not sustained. From the mid 1950s prices of its key export commodities began to experience a long secular decline. Although periodically interrupted by "tea booms," Sri Lanka entered an era of balance of payments crisis, import restrictions, and slow growth. Import restrictions, initially imposed to address payment difªculties, became increasingly restrictive as the development strategy shifted to import substitution industrialization (ISI) policies and pervasive state interventions in the economy under the inºuence of socalled "socialist" populist-nationalist ideology. 4 The nationalist-populist Sri Lanka
Freedom Party (SLFP) alternated in government with the right-of-center United 4 Asian Economic Papers
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4 Sri Lanka's strong left-wing socialist political parties were initially opposed to import National Party (UNP) that espoused more liberal pro-market policies. By the mid 1970s Sri Lanka had become one of the most inward-oriented economies of the world, with an economy dominated by extensive state ownership and control of major industries and extremely stringent and restrictive trade, exchange, and price controls and rationing.
Growth slowed down and virtually ceased during the early 1970s under the stresses of the ªrst oil and commodity price shocks. Sri Lanka rapidly fell behind the fast growing East Asian economies (Figure 1 ).
The reasons for Sri Lanka's growth slowdown have been the subject of much debate. Many analysts, particularly those associated with international donor agencies such as the World Bank, argued during the 1960s and particularly during the 1970s that government expenditures on health, nutrition, and education (often described as "consumer subsidies"), which delivered high levels of social indicators, were primarily responsible for the slowdown by diverting government resources away from direct growth-oriented investments. Others have pointed to the role such social 5 Asian Economic Papers Economic Policy Shifts in Sri Lanka restrictions on consumer goods. During the 1960s, however, they shifted their position and became ardent supporters of ISI policies (Athukorala and Jayasuriya 1994) . expenditures played in maintaining political stability at low cost-Sri Lanka's expenditure on police and military forces was among the lowest in the world, arguing that the primary cause of the slide to slow growth and stagnation was the turn away from international trade that underpinned ISI policies, aggravated by an environment that was hostile to long-term private investment.
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The emergence and subsequent dominance of nationalist ideology in Sri Lankan politics also undermined the ethnic harmony that had made Sri Lanka the exception in South Asia when violent bloodletting accompanied independence in British-ruled India. Until the time of independence all major political parties were multi-ethnic in composition and mainstream politics was dominated by class-, rather than ethnicor religious-based political differences. But by the mid 1960s all major political parties had acquired a distinct ethnic coloration as even the two main left-wing parties, which had been staunch defenders of ethnic equality, gradually embraced policies that catered to the extreme nationalistic views of the majority Sinhalese community.
A combination of slow economic growth, rapid population growth, and the state domination of the economy led to the minority Tamil community (about 20 percent of the total population) being subjected to discrimination as employment avenues were increasingly subject to patronage politics and access to political power. In the Sri Lankan system of parliamentary democracy, the preferences of the majority Sinhala community, which constitutes around 70 percent of the population, determined who won government and controlled the state.
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The state bias in economic policies meant that the slow-growing pool of employment was concentrated in the state sector. The government, as was the case in many developing countries pursuing similar policies, had become the "employer of last resort" and the public sector outpaced the private sector in employment creation, at least in the "formal" sector. The public sector share of GDP had increased to around 15 percent by the mid-1970s from less than 6 percent in 1961 and it accounted for over 50 percent of employment and 60 percent of value added in the "organized" manufacturing sector by the late 1970s. Bank (1979) for a discussion of the role of political patronage in public sector employment.
9 Hettige (2004) , Richardson (2005) , Moore (1993), and Obeyesekere (1974) .
massive ºow of aid and assistance from international donor agencies and countries into large infrastructure projects and the establishment of "free trade zones," were dramatic.
Growth surged, from an average of 2.9 percent during 1970-77 to over 6 percent during 1978-83. Sri Lanka attracted foreign investors into the labor-intensive garments sector and this led to the establishment of a dynamic labor-intensive export industry linked to international supply networks. The tourism sector also started to boom, and Sri Lanka appeared set to establish itself as a prime tourist destination. Sri Lanka enjoyed the advantages of an early entrant into these industries where it had strong natural comparative advantage. This was a golden window of opportunity for Sri Lanka. China was yet to start its liberalization; other countries such as India and Vietnam were more than a decade away from such reforms. The country seemed poised to embark on a trajectory of rapid growth that would enable it to emulate the dynamic East Asian economies.
But this was not to be. The new government not only failed to maintain the initial pace of liberalization but also diverted resources to a huge foreign aid-supported public investment program of low economic returns and to employment expansion in public enterprises. Government spending rose sharply; food subsidies were drastically cut but increases in transfers to loss-making state enterprises offset these budget savings. 11 Although some of the investment projects in irrigation, land development, and hydropower had some economic rationale, other components of this public sector investment program, such as the construction of a new capital and a large-scale house-building program, had questionable economic value. To the extent that this public sector spending boom generated inºationary pressures and Dutch disease effects, it undermined the impact of trade liberalization by weakening the incentives for growth of labor-intensive export industries.
The economic policy changes were accompanied by a series of political measures that were later to have a profound impact on the social and political environment of the country. From the outset the new government exhibited authoritarian tendencies in the political arena. The constitution was changed, and the Westminster system of parliamentary democracy was replaced with a system that centralized executive power in the hands of the President. The government intimidated both Sinhala and Tamil opposition groups, at times using physical force, disenfranchised the ex-Prime
Minister, and effectively forced out the leading opposition group in parliament, a Tamil ethnic-based party led by moderate leaders committed to nonviolent political activity. Trade unions, which had been traditionally aligned with the left parties, were dealt a severe blow in 1980 when tens of thousands of public sector workers were dismissed for going on strike.
In this context, ethnic tensions heightened in the country. The implementation of the trade liberalization policies and the composition and regional investment focus of the public investment programs were perceived as discriminatory by important sections of the Tamil minority. This was particularly the case in relation to agricultural trade liberalization and land development programs. 12 The virtual expulsion of the oppositional Tamil members of parliament, the collapse of the political inºuence of the left-wing parties that had abandoned their previous opposition to Sinhala chauvinism after forming a coalition with the SLFP, and heavy-handed tactics used against Tamils protestors aggravated the alienation of the Tamil community from the Sinhala-dominated political mainstream. These led to a sharp radicalization among Tamil youth and many rejected the moderate leaders of the Tamil ethnic political parties and embraced new, radical movements committed to a separate state through armed struggle.
An attack on security forces by an armed group of the LTTE in July 1983 led to a violent anti-Tamil program and mob attacks in southern parts of the country (the "Black July"), including the capital, Colombo, producing hundreds of thousands of Tamil refugees. There were widespread allegations of complicity of sections of the armed forces and government supporters in these attacks. In any case, the manner in which the riots were handled by the government deepened Tamil resentment against the Sinhala-dominated government and sympathy and support for separatism. This was the start of the secessionist war led by the LTTE which, until crushed by government forces in 2009, established a de facto separate state in parts of the North and East of the country, and dominated political, social, and economic life for the next 25 years.
The Sri Lankan experience offers some lessons of broad relevance to the debates about economic development and ethnic diversity. 13 The ethnic conºict with its attendant economic costs in Sri Lanka was rooted not simply in the existence of ethnic diversity in the country but was also the result of the adoption of ISI policies by signiªcant sections of the political elite. If a development strategy had been adopted that permitted greater scope for employment creation outside the state sector, as was the case in Malaysia, the evolution of the economic and political history of Sri Lanka may have been substantially different. 14 It is not irrelevant to this issue that until the dominance of ISI strategy in economic policies, the Sri Lankan political scene was marked by sharp class, rather than ethnic, conºicts and polarization.
It must be noted that the social and political tensions of the 1980s were not conªned to the Tamil community. With the eruption of the civil war and phasing out of the public sector investment program the economy lost momentum and growth slumped. By the late 1980s, discontent and radicalization among Sinhala youth was widespread and led to a second JVP-led armed uprising, this time on a much larger scale than in 1971, which virtually paralyzed the Sinhalese-dominated Southern parts of the country. By the time it was crushed in 1989, at a high cost in human and economic terms, Sri Lanka had moved toward a major economic crisis that necessitated recourse to the IMF and the implementation of a series of radical reform measures.
Economy and society: From the second wave of reforms to the end of the war
This second wave of reforms marked an important watershed in the economic policy arena. It involved an ambitious privatization program, further tariff cuts, and simpliªcation of the tariff structure, removing exchange controls on current account transactions and several important liberalization measures in foreign investment regulations, which strengthened the outward orientation of the economy. This package of reforms not only strengthened incentives for the expansion of labor-intensive export industries and re-infused dynamism into the economy, it also established a policy orientation that replaced the traditional left-right ideological divide and established a de facto consensus across the political spectrum on the basis of a promarket, open, liberal economic policy regime (Dunham and Kelegama 1997) .
After 17 years in government, the UNP lost power at the 1994 general elections to the Peoples' Alliance, a center-left coalition led by the SLFP, which had governed the country during most of the era of economic dirigisme. There was no signiªcant change in the broad direction of economic policies, however; the gains from exportoriented industrialization had been impressive enough to set the stage for "leading the left to the right" (Moore 1997 (Moore , 1009 . Indeed, the new government extended the privatization and deregulatory policies and pursued trade and macroeconomic policies that were largely indistinguishable from the previous government. All in all, by the mid 1990s Sri Lanka appeared to be "at the point of moving into an important policy phase marked by shifting the agenda away from protection and toward achieving a stable and predictable economic policy environment" (Cuthbertson 1997, 47) .
Over the next two decades the country experienced severe internal political instability, the conºict with the LTTE dragged on at a huge cost to the economy, 15 Arguably, these reforms and the basic continuity of the policy thrust through several changes in government were instrumental in enabling the economy to turn in this robust performance. This is not to imply that government policymaking during this period was in any way ideal. The political conditions strengthened the role and power of the state in economic life as military expenditures and the absence of transparency in many transactions opened avenues for large-scale rent extraction. Thus many privatization measures were carried out in ways that enabled favored businesses and government ofªcials to engage in corrupt practices, resulting in a public backlash against privatization that continues to inºuence policy and perceptions to this day. Corruption was particularly, but not solely, associated with the privatization process, and administrative and managerial inefªciency were pervasive. Large and increasing defense expenditures and political constraints on reducing government spending produced chronic ªscal deªcits and inºationary pressures throughout this period. Arunatilake, Jayasuriya, and Kelegama (2001) estimated that the cost of the war from 1983 to 1996 was, at a minimum, equivalent to twice Sri Lanka's GDP. The cost during the post-1996 period, when the conºict escalated, is likely to have been much higher.
additional revenue from import tariffs to ªnance the ballooning war budget. The planned reduction of tariffs into a single band had been abandoned by the late 1990s and from then on tariffs were changed frequently in an ad hoc manner. But, despite all this, when the period as a whole is considered (taking into account the fact that this was a period of conºict and war and of severe stress and uncertainty), this record of economic growth was quite impressive.
Despite the unsettled conditions, the reforms dramatically transformed the economic landscape of Sri Lanka (Snodgrass 1998; Athukorala and Rajapatirana 2000; World Bank 2004) . The share of manufacturing in GDP rose from around 10 percent in the mid 1970s to over 20 percent (about two percentage points higher than the share of agriculture) by the dawn of the new millennium. The export structure of the economy underwent a remarkable transformation from land-intensive, plantation exports to labor-intensive manufacturing. The share of manufacturing in total merchandise trade increased from 5 percent in the mid 1970s to over 70 percent in the same period, ending the historic dependence on three primary commodities (tea, rubber and coconut products). This successful diversiªcation of the export structure effectively ended the prolonged (1955-75) deterioration of the terms of trade (Athukorala 2004) . The export-oriented manufacturing sector emerged as the major generator of employment opportunities in the economy, accounting for over half of total employment growth during the 1980s and 1990s. With the gradual erosion of the dominant role of state-owned enterprises (SOEs), the private sector was largely responsible for the country's economic dynamism. In a summary of the Sri Lankan experience under market-oriented policy reforms, World Bank's Sri Lanka Development Policy Review of 2004 noted that "It would be hard to ªnd a more convincing case of trade and industrial transformation of a small island economy through market-friendly policy reforms" (World Bank 2004) . Hence it is understandable that the end of conºict would generate much optimism about the future trajectory of the economy, both inside and outside the country.
Against this backdrop, in the next section we will look at the post-conºict situation, including the political context, to identify the policy challenges and assess the prospects.
Revival of economic nationalism
President Mahinda Rajapakse, who had won a tightly contested election in 2005, prepared the ground for the government's victory in 2009 with a series of policy ini-tiatives. The new government sharply increased the military budget, rejected political compromises, escalated the military campaign and, supported and assisted by the Western powers, neighboring India and Pakistan, as well as-importantlyChina, decisively crushed the LTTE in 2009. President Rajapakse was acclaimed as a national hero, at least by the Sinhalese majority, as the leader who liberated the country from the scourge of LTTE terrorism; he promised the electorate that he would deliver peace and economic prosperity, the fruits of victory, to the people who had suffered and sacriªced. On the back of the military victory, President Rajapakse consolidated his power by calling fresh parliamentary and presidential elections in 2010, decisively defeating the opposition (and incarcerating the military commander who after leading the campaign against the LTTE had turned against him and challenged him for the presidency). Immediately after the elections, the constitution was amended removing the two-term limit on the tenure of the president (Uyangoada 2010).
In the aftermath of the military victory, the political message that came through the various pronouncements and proclamations of the government and the leaders was the strong assertion of Sinhala Buddhist hegemony in the socio-political life of Sri Lanka. This was also mirrored in the economic policy statements of the government with a strident economic nationalist rhetoric that harked back to the populist pro- . It had proclaimed the need to achieve "balanced growth," through rapid infrastructure development of rural and conºict-affected parts of the country and through the promotion of small and medium enterprises, while conspicuously avoiding any references to further liberal policy reforms. The role of the state was emphasized while privatization of key state enterprises (banking, power, energy, transport, and ports) was explicitly ruled out. It was an eclectic program that was designed to appeal to the government's core rural constituency, as well as the military and small business, while attempting not to alienate big business and international investors, and international donors. The populist policies received strong backing from an anti-liberalization lobby with strong vested interests, and ideological support from a group of senior academic economists who used the failure of reform policies to meet initial expectations to argue that the failure of so-called "neo-liberal" policies demonstrated the need for returning to a more nationalist economic program.
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As shown by the behavior of the People's Alliance (of which Mahinda Rajapakse had himself been a key leader) in 1994, however, a populist election manifesto did not necessarily mean that the policy shifts signalled in it would be actually implemented after an election victory. In fact in 1994 the People's Alliance had gone to the elections with an even more strongly populist manifesto, only to continue-albeit with some minor changes in emphasis-the previous government's pro-market liberal policy program once in government. When Rajapakse became Prime Minister in 2004 (subsequently becoming President in 2005), it was not immediately apparent that he would undertake a signiªcant shift in overall economic policies. Though the appointment of a close political conªdante who had no banking experience or economics background to the position of Governor of the Central Bank was a clear sign that economic policy at every level would be subject to the political goals of the government, policy changes appeared to be motivated by the aim of mobilizing resources for an all-out military offensive to crush the LTTE, rather than by a signiªcant change in economic policy direction. schedule included nine import taxes in addition to the standard customs duty. Of these nine taxes, ªve were "Para-tariffs": taxes applied only to imports with no domestic equivalent, and hence added to whatever protection was provided to domestic production by customs duties. These were the ports and airport development levy (5 percent of the cost, insurance, and freight [CIF] value of imports), the customs (import duty) surcharge (charged as 15 percent of import duty), the Export Development Board levy (ranging from 10 percent to 35 percent; levied on the CIF value plus a 10 percent imputed proªt margin), and the regional infrastructure development levy (applied on automobile imports as 5 percent, 7.5 percent, or 10 per-cent of Free on Board value, based on engine capacity). The four remaining import taxes were: the value added tax (12-20 percent), the Social Responsibility Levy (1.5 percent of import duty, other import surcharges and excise duties), the national building tax (3 percent, payable on a self-assessment basis by importers, manufacturers, and service providers with a quarterly turnover exceeding Rs 650,000), and an excise duty (7 percent until 2007 and 10 percent since October 2007). These did have domestic equivalent or approximately equivalent taxes; hence they were roughly neutral in terms of protection. In addition to these, a special commodity levy was imposed on imports of a small number of "essential" commodities.
The outcome of these various taxes and levies was a major reversal of trade liberalization from 2004 onward; the total (customs duty ϩ para-tariff) protection rates (TPRs), went up slightly between late 2002 and early 2004, but then more than doubled between 2004 and 2009 (see Table 2 ). The average protection rate for agriculture increased from 28.1 percent to 49.6 percent, for industrial products from 10.7 percent to 24.1 percent, and for all imports lines from 13.4 percent to 27.9 percent. These protection rates are not only high by world standards, but also show clearly that the trend toward lower average tariffs that started in about 1982 and continued until the turn of the 21st century has been reversed. Further, the tariff structure has become extremely complex again with a high degree of dispersion. After allowing for paratariffs there are 75 different total protection rates ranging from zero to more than 90 percent. A large number (42 percent 40 percent of agricultural TPRs are within the range of 70-80 percent, while only a few (6.7 percent) are below 10 percent.
The TPRs on almost half (46.1 percent) of agricultural tariff lines exceed 50 percent, clearly breaching Sri Lanka's Uruguay Round commitment, which bound nearly all agricultural tariffs at 50 percent. There has been a notable increase in nontariff barriers since 2000, particularly relating to agricultural products. Politically "sensitive products" such as rice and potatoes have been subjected to special import licensing under which the volume of imports permitted is subject to frequent changes. As a consequence, the trade openness of the Sri Lankan economy, measured by the tradeto-GDP ratio, has been falling for several years with a particularly pronounced fall from 2008 onward (Figure 2 ).
The creeping economic dirigisme is not limited to the import trade regime alone. In 2008 the parliament passed the Strategic Development Projects Act, empowering the minister in charge of the Board of Investment (BOI) to grant exemption to "strategic development projects" from all taxes for a period of up to 25 years. In the Act a strategic development project is deªned as be "a project which is in the national interest and which is likely to bring economic and social beneªts to the country and which is also likely to change the landscape of the country, primarily through provision of 16 
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Figure 2. Trade orientation of the Sri Lankan economy, 1959-2010 (percent)
Source: Based on data compiled from Central Bank of Sri Lanka, Annual Report (various years).
goods and services which will be of beneªt to the public, substantial inºow of foreign exchange, substantial employment, and technology transfer" (Government of Sri Lanka 2008, 3) . This deªnition leaves a great deal of room for discretion in the investment approval process.
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Another measure affecting foreign investments has been the increase in the minimum level of investment required for a company to qualify for a ªve-year tax holiday under the BOI scheme. Up until 2010 this was US$ 500,000 but was then increased to US$ 3 million for projects in all sectors. This minimum threshold seems excessive when compared to that in other countries in the region (Malaysia US$ 65,000; Thailand US$ 65,000; South Korea US$ 50,000; India US$ 2,100 [World Bank 2010] ).
The privatization program was abandoned following the regime shift in 2005. Initially the policy of the new government was not to privatize, but to restructure and improve performance of the existing ventures, with private sector involvement if required while retaining government ownership of at least 51 percent. Following consolidation of power after the war, however, the government has embarked on further expansion of the role of SOEs in the economy by re-nationalizing some previously privatized ventures, revitalizing closed-down SOEs, undertaking new nationalizations, and setting up new state-controlled ventures. An expropriation law, named the Revival of Underperforming Enterprises and Underutilized Assets Act, passed in November 2011 empowered the government to acquire and manage 37 "underperforming" or "underutilized" private enterprises. These enterprises (some of which are said to be proªt-making, according to media commentaries) include seven enterprises with foreign capital participation (including Colombo Hilton). The Act thus obviously violates the existing constitutional guarantee against expropriation of foreign-owned assets. Both the Fitch Group and Moody Corporation, two major credit rating agencies, have warned that the bill would erode investor conªdence and potentially affect Sri Lanka's investment rating (Goodhand 2012) .
Another notable recent development in the Sri Lankan policy scene that marks a clear departure from the industrial policy over the past three decades has been the promotion of a domestic car industry. The present cascading tariff structure in Sri Lanka, characterized by a high import tariff on completely built automobiles (300 percent) coupled with low tariffs on car parts and components (5-10 percent), has made local assembly of certain models of automobiles highly privately proªta-ble. 21 In January 2010 the government introduced an excise duty rebate exception scheme as a further incentive for such companies. Currently an excise duty is charged on all vehicles produced, assembled, or imported into Sri Lanka at 25 percent, 48 percent, and 65 percent, depending on the engine capacity. Under this rebate scheme, automobiles assembled in Sri Lanka are eligible for complete exemption from these duties provided the domestic content is not less than 30 percent of the exactor price and the value of locally manufactured components accounts for at least half of the domestic content. There is also anecdotal evidence that government procurement practices provide further assistance to local automobile assemblers: a company involved in assembly of jeeps has been provided an assured market under a sales agreement signed with the Sri Lankan Army.
Global economic environment and post-conºict developments
By the time the war ended in 2009 the external environment had changed in an unfavorable manner and the scope for "independent" government action had signiªcantly narrowed. Despite this somewhat hesitant start to post-war economic recovery, Sri Lanka appeared set to enjoy its peace dividend by 2010. The external sector (foreign reserves, export earnings) beneªtted from improved global economic conditions, domestic agricultural production recovered thanks to better weather, tourism recorded an impressive recovery, remittances from Sri Lankan overseas workers increased, unemployment fell, GDP grew at 8 percent, and inºation remained relatively low. The good growth performance continued through 2011, despite a sharp weather-related fall in agricultural output. The Sri Lankan equity market boomed. 22 The government appeared to have succeeded not only in winning the military battle but also in discovering a strategy for sustained economic growth.
As can be seen in Table 3 , the main drivers of this GDP growth were the nontradable industries (construction, transport, utilities, trade, and other services), reºecting the important role of major public sector construction and infrastructure development projects. These sectors accounted for over two-thirds of the total increment in real GDP between 2005 and 2011. Manufacturing grew only at a modest rate, resulting in a decline in its share in GDP from 18.5 percent during 2000-04 to 17 percent by 2011. Within manufacturing, the largest contributor to growth was the food, beverages, and tobacco product sector where the production is predominantly domestic market-oriented; sectors such as textiles and garments, rubber and plastic products, and non-metallic mineral products, where export production is concentrated, recorded much slower growth.
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A large-scale reconstruction effort with public sector involvement was clearly necessary after a quarter century of destruction, neglect, and decay of essential physical infrastructure. Although such projects can give rise to some real exchange rate appreciation and Dutch disease pressures, such effects are temporary; construction and rehabilitation of infrastructure strengthens the productive base of the economy Coyne, Dempster, and Issacs (2010) claim that movements in the Sri Lankan stock market index have been a good indicator of the feasibility or prospects of the sustainability of peace.
23 Thus the statement made by an IMF review team in mid-2012 that "the sectoral composition of Sri Lanka's economy has not changed signiªcantly since its last Review" (IMF 2012, 5) is not consistent with the actual data. and enables expanded production of both tradables and nontradables, and thereby delivers growth beneªts over time. 24 Many government infrastructure projects, however, such as a modern port and other facilities (being built with Chinese assistance), are located in the Southern regions of Sri Lanka-the heartland of the electoral support base of the Rajapakse family. The prioritization and economic efªciency of these "ºagship projects" are questionable, and they share many similarities with some components of the public investment program of the UNP government of 1977.
Even when largely foreign-funded, these projects pull in substantial domestic resources for counterpart funding and contribute to the ªscal deªcit. According to the IMF (2010, 4), in 2009, the failure to meet the deªcit target was due to government spending on "faster than programmed, lumpy disbursements for a couple of large foreign ªnanced infrastructure projects and for their counterpart funds." 25 They also open up avenues for lucrative contracts and rent extraction by those who control the levers of state power.
Inefªcient public investment projects of this type may not become a major impediment to a sustainable growth recovery if they are a minor part of the overall investment program and the government is in a strong ªscal position. But this is not the case in Sri Lanka; chronic ªscal deªcits have been a feature of Sri Lanka's macroeconomic policy environment for decades and successive agreements with the IMF that promise deªcit reduction have been breached with monotonous regularity. The consequences have been grave. They have constrained the government's ability to ª-nance high priority investments in physical infrastructure, health, and education; crowded-out private investment; generated inºationary pressures and real exchange appreciation; and eroded the competitiveness of tradable sectors, contracting net exports and giving rise to periodic payments crises and boom-bust cycles.
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In contrast to the 1977 public sector investment boom that came in the context of a major liberalization program involving a major currency depreciation-which at least partially offset some of the negative real exchange rate appreciation pressures-the Rajapakse government's public investment program was implemented with a strong Central Bank commitment to maintain the "dollar value of the Rupee" by resisting any pressures for nominal depreciation.
The results were predictable. Before long the real exchange rate appreciated placing net exports under pressure, raising concerns about the widening of the current account. The stated objective of the government's macroeconomic policy was to achieve a "stable exchange rate regime" through appropriate coordination of exchange rate policy, and ªscal and monetary policies (Government of Sri Lanka 2010). But, in reality, while the Central Bank managed to maintain a stable nominal exchange rate based on the balance of payments support provided under the SBA, and foreign borrowing based on the market conªdence provided by the SBA, 27 ªscal and monetary policy excesses continued to fuel domestic inºation (Figure 3 ).
The immediate government response was in line with its nationalist-populist policy thrust. The government began to resort to administrative import controls in a systematic way to address the emerging payments deªcit, accelerating the trend that had been noticeable since the election of President Rajapakse in 2005. This backsliding in trade policy is not an accident. In fact it is quite consistent with the 21
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27 There was also some ºow of foreign funds to the treasury bill market following the opening of that market to foreign investors (with an aggregate ceiling of 10 percent of the outstanding treasury bill issues) (CBSL 2010). nationalist-populist rhetoric of the government and the ideology espoused by its principal policy advisors. Not accidentally, these policies also favored the interests of business groups in import-competing industries, who have given strong political support to the government.
A real exchange appreciation in a period of global economic slowdown was certainly not good news for Sri Lanka's net exports. In the face of a persistent erosion of the competitiveness of tradable industries, limited trade restrictions were not sufªciently effective to address the widening current account deªcit even in the short term. Sri Lanka's exports to GDP ratio fell from 26 percent in 2005 to 17.8 percent in 2011. The current account deªcit widened to 2.2 percent of GDP in 2010 and to 7.8 percent of GDP in 2011; its ªnancing required increasing reliance on foreign nonconcessional and commercial borrowings. As a result, the share of non-concessional loans and commercial borrowing in Sri Lanka's outstanding foreign debt increased sharply from 7.3 percent in 2006 to 42.9 percent in 2011 and its net international reserves rapidly fell to a precarious level. The Central Bank policy of attempting to maintain the clearly over-valued currency resulted only in the depletion of much of the foreign reserves as it was ªnally forced to abandon its attempt to maintain a "strong Rupee" in February 2012. The Rupee rapidly depreciated by some 25 percent against the U.S. dollar by August 2012. Whether this nominal exchange rate adjustment will bring about necessary current account adjustment through real exchange depreciation, or whether the country will sink into a debt trap and an eventual ªnancial crisis, will depend on the government's readiness and ability to engineer necessary adjustments on the domestic ªscal front.
But this would not be an easy task. The budget deªcit as a percentage of GDP increased from 7.7 percent in 2008 to 9.9 percent in 2010, far above the 7 percent target pioneering, liberalizing country of the late 1970s. It is now forced to compete for foreign investment and export markets with the giant labor-rich economies of China and India as well as with countries such as Vietnam and Bangladesh. Further, it faces a global economy that is in deeper trouble than at any time since the 1930s. Sri Lanka can beneªt from continuing growth in the Asian region, but only if can articulate and implement a development strategy that enables it to leverage its comparative advantages, attract investments, and participate in international production networks to generate productive mass employment. That requires fundamental reforms to policy and governance structures.
But such changes will encounter resistance from powerful political economy forces. Political power, including control over the security forces, has been concentrated to an unprecedented degree in a small group around the President and his immediate family; this is also the case with state ªnances, where control over the majority of government spending is directly in the hands of the President and his close family group. Macroeconomic pressures can, and, to some extent, already have produced some shifts in economic policy as the political elite manoeuvres to maintain economic stability without letting go of their political power and control over state resources that are the basis for rent extraction and political patronage. But, particularly in the current environment of global economic instability and shocks, sustainable long-term growth requires a political regime whose commitment to fundamental economic and political reforms will be credible and sustained. With the situation in Sri Lanka increasingly exhibiting striking parallels with the Marcos regime in the Philippines and the ªnal phase of the Suharto regime in Indonesia, the likelihood of a fundamental change in economic policy and governance under the present regime appears slim indeed.
The policy reforms initiated in 1977 and sustained over the next three decades produced far-reaching changes in the structure and performance of the Sri Lankan economy, though the country suffered from political turbulence and civil war for much of the period. But the conºicts prevented the economy from capturing the full beneªts of reintegrating with the global economy: political instability led to policy instability, massive war ªnancing generated macroeconomic instability, and heightened risk perceptions dampened investor conªdence. Nevertheless, trade liberalization enabled the country to capitalize on its comparative advantage in laborintensive activities. Despite political conºicts and policy uncertainty, this policy conªguration ensured handsome proªts in labor-intensive export production, which is usually characterized by a short payback period in a labor-abundant economy, and fostered rapid export growth. What the Sri Lankan experience over the past three decades has clearly demonstrated is that an outward-oriented policy regime, even when severely strained by political and macroeconomic instability, can yield a superior development outcome compared to a closed-economy regime. Viewed from this perspective, recent developments in the policy scene do not augur well for the future of the Sri Lankan economy.
In highlighting the importance of economic policies, we do not intend to underestimate the need for a political process that addresses the legitimate and deep-seated grievances of the minority Tamil population to ensure a sustainable peace that is essential for economic development. The continued incarceration of thousands, the denial of long-standing demands for regional autonomy and the withdrawal of concessions that had been previously granted, the rejection of any serious attempt to examine allegations of war crimes, and the strident assertion of the Sinhala Buddhist pre-eminence in Sri Lanka have all contributed to a deepening sense among the minority Tamils that they will continue to be treated as second-class citizens despite the rhetoric of reconciliation and equality of treatment. There are already signs of popular dissatisfaction with the rising cost of living, perceived widening of inequalities, and the economic and political privileges of the political elite. 29 As Sri Lanka's past history has shown, political stability and social peace will be the ªrst victims of economic stagnation or crisis; they can be averted only if the current direction of both political practice and economic policy are changed sharply, decisively and urgently.
